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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: By notice of deficiency dated April 8,
1998 (the notice), respondent determ ned Federal incone tax
deficiencies, additions to tax, and penalties for petitioners as

foll ows:
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Cvil Fraud

Additions to Tax Penal ty
o Sec. Sec. Sec, Sec,
Year Deficiency 6653(b)(1)(A 6653(b)(1)(B) 6653(b)(1) 6663
1987 $15, 678 $12, 451 1 --- ---
1988 10, 153 --- --- $7, 615 ---
1989 4,478 --- --- --- $3, 359
1990 11, 297 --- --- --- 8,473

1 50 percent of the interest due on $15,678 for taxable year 1987.

After concessions, the primary issues for determ nation are:
(1) Whether petitioners have unreported incone for taxable years
1987, 1988, 1989, and 1990 as determ ned by respondent; (2)
whet her petitioners are |iable for self-enploynment tax on
unreported incone for taxable years 1987, 1988, 1989, and 1990;
(3) whether petitioners are liable for additions to tax or
penalties for civil fraud for each of the taxable years 1987,
1988, 1989, and 1990; and (4) whether respondent is tine barred
fromassessing tax liability against petitioners for any of the
subj ect years.?

Unl ess otherwi se noted, section references are to the
I nternal Revenue Code as in effect for the rel evant taxable
years. Rule references are to the Tax Court Rules of Practice

and Procedur e.

! Respondent’s determ nations with respect to the recapture
of petitioners’ 1987 clained earned inconme credit and with
respect to the reduction of petitioners’ 1989 and 1990 cl ai ned
child care credits are automatic adjustnents that wll be
resol ved by our decision of the primary issues.
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FI NDI NGS OF FACT
The parties have stipulated sone of the facts, which we
i ncorporate herein by this reference.

Petitioners

Wen they filed their petition, petitioners were married and
resided in New Bern, North Carolina. Petitioners filed joint
Federal inconme tax returns for all of the subject years.

Petitioners’ Businesses

During the years at issue, petitioners operated two
busi nesses: A grocery store known as Shop E-Z Mart and an
aut onobi | e deal ershi p known as Moore’'s Auto Sales (More’'s Auto).
Petitioner Aljournia More (A journia) primarily operated Shop E-
Z Mart, and petitioner Lesely More (Lesely) primarily operated
Moor e’ s Auto.

Petitioners maintained a bank account for Shop E-Z Mart
(Shop E-Z Mart account) and a bank account for More' s Auto
(Moore’s Auto account) at Wachovia Bank. During the subject
years, petitioners deposited into the respective accounts
mai nt ai ned for those businesses all incone that they received
from Shop E-Z Mart and Moore’s Auto. The deposits into those

accounts were as foll ows:
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Year Mbore’s Aut o Account Shop E-Z Mart Account
1987 $54, 737 $45, 865
1988 41, 517 68, 585
1989 50, 217 61, 923
1990 47,181 70, 066

During taxable years 1987 and 1988, petitioners maintained a
savi ngs account at Branch Banking and Trust Conpany (BB&T
account). Petitioners’ deposits into the BB&T account for the
years 1987 and 1988 were $8,500 and $6, 105, respectively.

Lesely's Disability Conpensati on

Lesely received disability conpensation paynments fromthe
Federal Governnment for an injury he suffered during previous
enpl oynent. During the subject years, Lesely received disability

conpensati on paynents as foll ows:

Year Total Paynents Received
1987 $13, 482
1988 12,930
1989 15, 342
1990 16, 075

Each of these disability conpensation paynents was deposited into
petitioners’ bank accounts.

Petitioners’ Cash Expenditures

Petitioners nade nunmerous cash expenditures during the
subj ect years. Those expenditures were for, anong other things,
nort gage paynents on their residence, two parcels of rea
property, a nobile honme, paynents on a new 1987 Mercedes 560SEL

sedan (purchased in 1988), paynents on a new 1987 Lincoln Town
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Car (purchased in 1986 with a $10,026 cash downpaynent), paynents
on a new 1989 Chevrol et Suburban (purchased in 1990 with a $3, 500
cash downpaynent), paynents on an Anerican Express credit card
and on a bank line of credit, hone furnishings, and various ot her
personal itens.
Petitioners’ cash expenditures during the subject years

i ncluded the foll ow ng aggregate anounts:

Credit
Card
and Line
of Credit
Year Real Property Autonobiles Paynent s
1987 $3, 547 $4, 274 $3, 716
1988 4,037 5,478 5, 003
1989 3,537 11, 823 5, 609
1990 13, 080 19, 151 10, 696
Petitioners’ Crimnal Activities
Lesely was involved in a type of illegal nunbers operation
sonetinmes referred to as a “hamand-eggs lottery.” In such an

operation, an individual creates and sells lottery tickets,
prom sing to pay off the purchaser at the odds played if the

nunber on the ticket matches the w nning nunber in a

predesi gnated official (legal) State lottery. In his testinony,
Lesely summari zed the operation as follows: “People play the
nunber every day and get the nunber every night. |If they hit,

t hey get paid.”
Lesely participated in illegal nunbers operations begi nning

about 1985. Primarily, he worked for hinself in this activity,
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al t hough he al so worked as a “bagman” carrying lottery slips from
one location to another. |In 1986, and again in 1991 and 1994,
Lesely was arrested while working as a bagnan. Each arrest
resulted in a conviction for possessing illegal lottery slips.

In 1994, the State of North Carolina Departnent of Crine
Control and Public Safety, D vision of Al cohol Law Enforcenent,
commenced an investigation into Lesely's illegal nunbers
operation. That investigation culmnated with the March 31,
1994, search of the Mbore’'s Auto prem ses as well as petitioners’
resi dence. The search of Moore's Auto resulted in the seizure
of , anong other things, lottery ticket receipt books, lottery
tickets, an address book containing lottery witers nunbers,
numer ous pieces of lottery information, bank bags containing over
$7,012 in cash, and a doubl e-barrel shotgun. The search of
petitioners’ residence resulted in the seizure of, anong ot her
things, lottery ticket receipt books, lottery tickets, nunerous
pi eces of lottery information, and approximately $7,452 in
currency.

Petitioners were charged pursuant to section 7201 with four
counts of tax evasion (one count for each of the taxable years
1987, 1988, 1989, and 1990) and pursuant to 18 U S.C section
1955 with one count of ganbling. Lesely was al so charged
pursuant to 18 U.S.C. section 1920 with four counts of making

fal se statenents in applying for Federal enploynent conpensation
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benefits. Aljournia ultimately pleaded guilty to one count of
tax evasion pursuant to section 7201 with respect to taxable
year 1990. Lesely pleaded guilty to one count of tax evasion
pursuant to section 7201 with respect to taxable year 1990, to
one count of ganbling fromyears 1987 through 1994 pursuant to
18 U.S.C. section 1955, and to one count of naking fal se
statenents pursuant to 18 U S. C. section 1920.

Petitioners’' Federal |ncone Tax Returns

Petitioners enployed Ms. Naom Jenkins (Jenkins), a tax
return preparer who owns an H&R Bl ock franchise in Bayboro,
North Carolina, to prepare their 1987, 1988, 1989, and 1990
Federal inconme tax returns. For preparation of their 1987 and
1988 Federal income tax returns, Aljournia presented Jenkins
wi th several boxes of disorganized docunents. Jenkins refused
to prepare the returns fromthe docunents presented. |Instead,
Jenkins prepared petitioners’ 1987 and 1988 returns using oral
information that petitioners gave her.

For preparation of their 1989 and 1990 Federal incone tax
returns, petitioners presented Jenkins wth bank statenents,
checks, and a paper bag filled with invoices. Jenkins
determ ned petitioners’ incone by review ng the bank statenents,
and she determ ned petitioners’ expenses by review ng the checks

and i nvoi ces.
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Jenki ns discussed with petitioners each tax return she
prepared for them \When Jenkins asked petitioners whether al
of their inconme was accounted for, petitioners answered
affirmatively. Petitioners did not tell Jenkins about any
i ncone they received fromillegal ganbling activities.

On their 1987, 1988, 1989, and 1990 Federal incone tax
returns, petitioners reported total incone (or loss) in the

fol |l ow ng anmount s:

Total | ncone

Year (Loss) Reported
1987 $8, 403
1988 (5,692)
1989 19, 422
1990 20, 975

Petitioners filed their 1987, 1988, 1989, and 1990 Federal
i ncone tax returns on Novenber 17, 1989; COctober 10, 1989; Apri
19, 1991; and April 15, 1991, respectively.

Respondent’s I ncone Reconstruction

The Internal Revenue Service audited petitioners’ 1987,
1988, 1989, and 1990 Federal incone tax returns. During that
audit, respondent’s revenue agent concluded that petitioners’
records were inadequate. Consequently, the revenue agent
performed a bank deposits plus cash expenditures analysis to
reconstruct petitioners’ incone.

The revenue agent’s analysis, which is reproduced as the

appendi x to this opinion, reflects these four steps: First, the
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revenue agent totaled all deposits from known bank accounts.
Second, to arrive at gross incone, the revenue agent total ed al
of petitioners’ known cash expenditures and added that nunber to
the total known bank deposits. Third, the revenue agent
subtracted fromthe total bank deposits and cash expenditures
t he amount of inconme that petitioners reported on their Federal
incone tax returns. Fourth and finally, the revenue agent
reconciled the totals so derived to adjust for nonincone itens,
such as Lesely’s disability conpensation.

Based on this analysis, respondent determned in the notice
that petitioners received unreported taxable income during the

subj ect years in the foll ow ng anounts:

Unr eport ed

Year Taxabl e | ncone
1987 $52, 034
1988 49, 083
1989 15, 744
1990 37, 320
OPI NI ON
1. Unreported | ncone

Taxpayers are required to naintain records sufficient to
show whet her they are liable for Federal incone taxes. See sec.
6001. |If a taxpayer fails to keep records, the Conm ssioner may

reconstruct the taxpayer’s incone. See sec. 446(b); Holland v.

United States, 348 U. S. 121, 130-132 (1954); Parks v.

Commi ssioner, 94 T.C 654, 658 (1990). Petitioners nade
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numer ous bank deposits and cash expenditures from unexpl ai ned
sources. The bank deposits plus cash expenditures nethod is a
recogni zed net hod of reconputing i ncone. See Parks v.

Conmi ssi oner, supra; N cholas v. Comm ssioner, 70 T.C. 1057,

1065 (1978). Petitioners bear the burden of show ng that
respondent’ s determ nations based on his application of the bank
deposits plus cash expenditures nethod of reconstructing incone

are erroneous.? See Rule 142(a); Parks v. Conm ssioner, supra

at 658; Nicholas v. Conm ssioner, supra at 1064.

Petitioners have all eged, and we have di scovered, no
infirmty in respondent’s reconstruction of their inconme using
t he bank deposits plus cash expenditures nethod. Petitioners
produced no credi bl e evidence of any nontaxabl e sources for the

unexpl ai ned funds deposited into their banking accounts or the

2 The Internal Revenue Service Restructuring & Reform Act of
1998 (RRA 1998), Pub. L. 105-206, sec. 3001, 112 Stat. 685, 726,
added sec. 7491, which shifts the burden of proof to the
Comm ssioner in certain circunmstances. Sec. 7491 is applicable
to court proceedings arising in connection wth exam nations
commencing after July 22, 1998. See RRA 1998 sec. 3001(c).
Because respondent’s exam nation of petitioners commenced before
July 23, 1998, sec. 7491 is inapplicable here.
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cash used to nmake paynments in any of the subject years.?®
Accordingly, petitioners have failed to show error in
respondent’s reconstruction of their taxable incone.

As best we can discern, petitioners’ primry defense seens
to be that they believed that their guilty pleas to tax evasion
wWth respect to taxable year 1990 would relieve them of civi
tax liability for all the subject years. Petitioners
m sapprehensions in this regard afford no basis for relief. In
any event, the judgnents in Lesely’'s and Aljournia s respective
crimnal cases explicitly state that full restitution was not
ordered in the crimnal proceedi ngs because restitution “wll be
handl ed under civil neans”.

Accordi ngly, we sustain respondent’s determ nations as to
petitioners’ unreported taxable incone.

2. Sel f - Enpl oynent Tax

Section 1401 provides that a tax shall be inposed on the
sel f-enpl oynent incone of every individual. Petitioners have
the burden of proving that they are not liable for self-

enpl oynent taxes. See Rule 142(a). Petitioners failed to offer

3 Aljournia More testified that during the search of
petitioners’ residence in 1994, North Carolina | aw enforcenent
of ficers seized, anong other things, a “bag of buffal o nickels”
given to her by her grandnother. It does not appear, however,
that this currency, or other anobunts of currency seized from
petitioners’ residence or fromMore's Auto in 1994, were
i ncluded in respondent’s bank deposits plus cash expenditures
anal ysis for the years at issue.
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any evidence or nake any argunents that they are not |iable for
sel f-enpl oynent taxes. Consequently, we hold that petitioners
are |iable for self-enploynent taxes as determ ned by
respondent.
3.  Fraud

Respondent mnust show by cl ear and convi nci ng evi dence t hat
a part of each year’'s deficiency is due to fraud. See sec.
6653(b) (1) (for taxable years 1987 and 1988); sec. 6663(a) (for
t axabl e years 1989 and 1990). Fraud is not inmputed from one
spouse to the other. |In the case of a joint return, respondent
must prove fraud as to each spouse charged with liability for
the addition to tax or penalty for civil fraud. See sec.
6653(b) (3) (for taxable years 1987 and 1988); sec. 6663(c) (for
t axabl e years 1989 and 1990).

Wth respect to taxable year 1990, pursuant to guilty
pl eas, Lesely and Aljournia were convicted for crimnal tax
evasi on under section 7201. Consequently, petitioners are
collaterally estopped fromchall enging that there was an
under paynment of their inconme tax due to civil fraud under

section 6663 for taxable year 1990. See Gay v. Conm ssioner,

708 F.2d 243, 246 (6th Gr. 1983), affg. T.C Menp. 1981-1;
Moore v. United States, 360 F.2d 353, 355-356 (4th Cr. 1965);

Arctic Ice Cream Co. v. Conm ssioner, 43 T.C. 68, 75-76 (1964);
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Amos v. Commi ssioner, 43 T.C. 50, 56 (1964), affd. 360 F.2d 358

(4th Cr. 1965).

For taxable years 1987, 1988, and 1989, to satisfy his
burden of proof as to fraud, respondent nust establish both that
(1) an underpaynent exists for each year, and (2) that sone part

of the underpaynent is due to fraud. See DilLeo v. Conmm ssioner,

96 T.C. 858, 873 (1991), affd. 959 F.2d 16 (2d G r. 1992).

To prove an under paynent, the Conm ssioner need not prove
the preci se anount of the deficiency he has determ ned, but only
that sonme portion of the underpaynent of tax for each year is

due to fraud. See Ni edringhaus v. Conm ssioner, 99 T.C 202,

210 (1992). The Conmm ssioner cannot rely sinply on the
taxpayer’s failure to prove error in his determnation of the

deficiency. See Parks v. Conm ssioner, supra at 660-661

Pet zol dt v. Conmm ssioner, 92 T.C. 661, 700 (1989).

Respondent has docunented petitioners’ bank deposits and
cash expendi tures and has established a |ikely source of
unreported incone; i.e., ganbling and illegal nunbers

operations. See Holland v. United States, 348 U S. at 138. On

the basis of all the evidence, we conclude that respondent has
shown by cl ear and convinci ng evidence that petitioners
underpaid their incone taxes for each of the taxable years in

issue. See DilLeo v. Conm ssioner, supra at 873-874.

Fraud is intentional wongdoing designed to evade tax
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believed to be owing. See Gajewski v. Conmm ssioner, 67 T.C

181, 199 (1976), affd. w thout published opinion 578 F.2d 1383
(8th Cr. 1978). Because fraudulent intent can sel dom be
established by direct proof of the taxpayer’s intention, fraud

may be proved by circunstantial evidence. See dayton v.

Conm ssioner, 102 T.C. 632, 647 (1994); DilLeo v. Conm Sssioner,

supra at 874. \While no single factor is necessarily sufficient
to establish fraud, the existence of several indicia or “badges”
of fraud is persuasive circunstantial evidence of fraud. See

Pet zol dt v. Conmmi ssioner, supra at 700. Badges of fraud

include, but are not limted to: (a) A substantial and

consi stent understatenent of inconme; (b) dealing in cash; (c)
participation in an illegal activity which is the |likely source
of incone; (d) failure to maintain adequate records; and (e)
failure to furnish the return preparer with accurate

i nf ormati on. See O ayton v. Conm ssioner, supra at 647;

Pet zol dt v. Conm ssi oner, supra at 700; Bacon v. Commi sSi oner,

T.C. Meno. 2000-257.

a. Subst anti al and Consi stent Under statenent of | ncone

Petitioners substantially and consistently understated
their incone for each of the years at issue. From 1987 to 1990,

petitioners failed to report approximately $150, 000 of incone.



b. Dealing in Cash

Throughout the 4 years at issue, petitioners made numerous
and substantial cash expenditures for, anmong other things, real
property, new | uxury autonobiles, paynments on credit cards,
nort gages, and a host of other personal itens. Petitioners kept
| arge anounts of cash in both their residence and at Moore’s
Auto. Petitioners’ extensive use of cash supports a reasonable
i nference that petitioners were knowingly and willfully

attenpting to conceal taxable incone. See Cayton v.

Conmi ssi oner, supra at 647.

C. Participation in Illegal Activity

Lesely pleaded guilty to one count of engaging in illegal
ganbling from 1987 through June 1994 under 18 U.S.C. section
1955. While Aljournia mght not have participated in illegal
nunbers operations, the evidence indicates that she knew or
shoul d have known of Lesely’s involvenent. During the 1994
raid, North Carolina | aw enforcenent officers found both [ottery
tickets and |l arge anmounts of currency in petitioners’

resi dence.* Moreover, Aljournia should have known that the cash

“In her testinony, Aljournia offered inconsistent and

i npl ausi bl e expl anations, conceding at one point that lottery

tickets were found in her residence but contendi ng they were

pl anted there by the | aw enforcenent officials, and at another

poi nt contending, contrary to the evidence, that only one lottery

ticket was found. Wth regard to the $7,452 in currency found in

her residence, Aljournia argued that “I should be able to have a

few penni es around ny house”, contendi ng unconvi ncingly that the
(continued. . .)
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expenditures that petitioners nmade during the subject years for,
anong ot her things, a new Mercedes, a new Lincoln Town Car, and
a new Chevrol et Suburban, were inconsistent wwth the incone and
| osses reported on their joint Federal inconme tax returns.

Furthernmore, both Lesely and Aljournia pleaded guilty to
one count of incone tax evasion pursuant to section 7201 for
taxabl e year 1990. A taxpayer’s crimnal conviction, pursuant
to section 7201, for tax evasion in the years i mediately
subsequent to the year in issue is a badge of fraud. See Tipton

V. Conm ssioner, T.C. Mnob. 1994-624.

d. Fai lure To Mai ntai n Adequate Records

During the years in issue, petitioners nmade nunerous
deposits into accounts and various transfers between and anong
accounts. Petitioners failed, however, to maintain adequate
records as to incone and expenses, including any records
reflecting the inconme earned by Lesely fromillegal ganbling or
nunbers operations.

e. Fai lure To Furnish Their Tax Return Preparer Wth
Accurate | nformation

By failing to informJenkins of the incone received from

Lesely’s participation in illegal nunbers operations,

4(C...continued)
nmoney represented coins collected by her children, a bag of
buf fal o nickels that she had received from her grandnother, and
coins from her store.
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petitioners failed to give Jenkins accurate information for the
preparation of their Federal incone tax returns.

On the basis of all the evidence, we conclude and hold that
respondent has net his burden of proving that sonme portion of
petitioners’ underpaynent for each year in issue is attributable
to fraud on the part of both Lesely and Aljournia.

4. Statute of Limtations

At trial, petitioners argued that the period of limtations
has run for the years at issue. Petitioners’ argunent is
w thout nerit.

CGenerally the amount of any tax nust be assessed within 3
years after a returnis filed. See sec. 6501(a). |If the
Comm ssi oner proves that the taxpayer’s return was fal se or
fraudulent with the intent to evade tax, however, tax may be
assessed “at any tinme”. Sec. 6501(c)(1). W have held that
respondent proved by clear and convincing evidence that
petitioners’ Federal incone tax returns for taxable years 1987
t hrough 1990 were filed with the fraudulent intent to evade
taxes. Accordingly, respondent is not tine barred from
assessing tax liability against petitioners for any of the
subj ect years.

To reflect the foregoing and respondent’s concessi ons,

Deci sion will be entered

under Rul e 155.




Appendi x
1987 1988 1989 1990
BANK DEPOSI TS:
SHOP E-Z MART $45, 865. 41 $68, 584. 84 $61,922.90 $70, 066. 38
MOORE' S AUTO SALES 54, 736. 96 41, 516. 61 50, 216. 62 47, 181. 46
BB&T SAVI NGS 8, 500. 00 6, 104. 59
PLUS CASH EXPENDI TURES:
AMERI CAN EXPRESS 1,638.42 3,527.00 4,988. 53 9, 302. 74
REAL ESTATE PURCHASED 9, 408. 77
HOUSE PAYMENT 2,076.00 2,076.00 1, 903. 00 2, 200. 00
MERCEDES 1,269. 24 7,615. 44 7,615. 44
WACHOVI A (350.65 MO) 4, 273.69 4,207. 80 4,207. 80 4,361.58
WACHOVI A (408. 19) 4,081. 90
BANKLI NE 116. 00 400. 00
WACHOVI A (163.44 MO} 2,131.26 1,961. 28 1,634. 40 1, 470. 96
SUBURBAN - DOMPAY 3, 500. 00
LESS:
DI SABI LI TY CHECKS 13, 481. 54 12, 930. 08 15, 342. 36 16, 075. 32
| NCOVE PER RETURN 52, 000. 00 53, 000. 00 93, 649. 00 91, 681. 00
1099 - CHARLES TOMN 1,173.00
CHECKS TO CASH (3, 900. 00) 1, 064. 00 (7,000. 00)
SETTLEMENT- ACCI DENT 4,104.58
Addi ti onal purchases (12, 486. 00) (7,360.00) (6,349. 00)
Addi ti onal persona
wi t hdr aws 3,417.00 4, 646. 00 3, 622.00
Payment by check,
not cash (408. 00
Line of Credit Advance (2,275.00
Line of Credit
Payment s 2,078.00 1, 476. 00 620. 00 1,393.00
Expense- ganbl i ng books (3,096. 00)
Federal tax refund
recei ved (2,615.14
Addi ti onal checks cash (300. 00) 749. 00
Addi tional transfers (2,695.00
Addi tional |ncome 52,034.00 49, 083. 00 15,744.00 37,320.00

( Rounded)



